EX PARTE OR LATE FILED

Suite 1000

1120 20th Street, N.W.
Washington, DC 20036
202 457-3686

FAX 202 457-2545
ATTMAIL Ibkcox

Bruce K. Cox
Government Affairs Director

October 2, 1996

Mr. William F. Caton ST
Acting Secretary RN
Federal Communications Commission N /270 7.
1919 M Street, NW, Room 222 2

SR

Washington, D. C. 20554

Re: Ex Parte Presentation - CC Docket 96-45
Federal - State Joint Board on Universal Service

Dear Mr. Caton:

On Wednesday, October 2, 1996, Mr. Gerry Salemme, Mr. Joel
Lubin and | met with Ms. Julia Johnson of the Federal - State Joint
Board to discuss the above captioned docket. The attachments were
used as the basis of the discussion.

In accordance with Section 1.1206(a)(1) of the Commission's
Rules, two (2) copies of this Notice are being filed with the Secretary
of the FCC.

Sincerely,

Attachment

cc: Ms. Johnson




DEFINITION OF RURAL TELEPHONE COMPANY

The term 'rural telephone company' means a local exchange carrier operating
entity to the extent that such entity --

(A) provides common carrier service to any local exchange carrier
study area that does not include either --

(i) any incorporated place of 10,00 inhabitants or more, or any
part thereof, based on the most recently available population
statistics of the Bureau of fhe Census; or

(i) any territory, incorporated or unincorporated, included in an
urbanized area, as defined by the Bureau of the Census as of
August 10, 1993;

(B) provides telephone exchange service; including exchange access,
to fewer than 50,000 access lines;

(C) provides telephone exchange service to any local exchange carrier
study area with fewer than 100,000 access lines; or

(D) has less than 15 percent of its access lines in communities of more
than 50,000 on the date of enactment of the Telecommunications Act of
1996.
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ALTERNATIVE USF SURCHARGE METHODOLOGIES

Universal service subsidies should be funded by a surcharge on all retail telecommunications
revenue, both interstate and intrastate." This surcharge would appear as a separate line on the
retail customer's bill, and be denoted as support for universal service. The benefits of this
approach are two-fold. By placing the surcharge on all retail revenues, it ensures that all
telecommunications end-users make an equitable contribution to universal service support; and
because the surcharge is paid directly by end-users rather than carriers, carriers cannot allocate
strategically the cost of this subsidy onto particular services for which there are fewer
competitive alternatives’.

If direct collection of subsidies from end-users is deemed undesirable, a less efficient
alternative is to collect these via a carrier-paid surcharge. To avoid the possibility that
telecommunications carriers would be able to collect this support disproportionately from
certain of their services, one of the two following competitively neutral implementation
methods should be employed:

1. asurcharge applied only to the carrier's retail telecommunications revenues, or

2. asurcharge applied to the carrier's gross revenues net of its payments to its supplier
carriers (also referred to as a surcharge on the carrier's "value-added").

Both of these alternatives are competitively neutral, and, indeed, mathematically identical if the
surcharge paid by each carrier in a state is calculated as a uniform percentage applied to all of
its "taxable" revenues (and subject to audit by a neutral administrator), and, in the case of the
second alternative, identified separately on all carrier-to-carrier (wholesale) bills.> The
equivalence of the above alternatives is demonstrated in the following example.

Suppose the USF requirement is $200, and the market is split between two carriers: Carrier A

sells both retail services directly to end-users and wholesale services (e.g., access, unbundled

network elements or other wholesale services) to Carrier B. Carrier B uses Carrier A's inputs

to create retail services that it sells to end-users in competition with the end-user services sold
directly by Carrier A. Thus,

! The national portion of this subsidy (difference between the TSLRIC of basic service and the national
affordable rate) would be recovered by a nationally uniform percentage surcharge on all interstate and
intrastate retail services. The state portion of this subsidy (difference between the national affordable rate
and current local rates) would be recovered by a state-specific percentage surcharge on all interstate and
intrastate retail services provided in that state.

2 An end-user retail surcharge, as implemented in Vermont and California, also can help to ensure
maximal flow-through of any access reductions to retail toll reductions -- because the support for universal
service will not be part of the service providers' cost structure. In addition, with an end-user surcharge,
regulators are relieved of the burden of ensuring that updates to the surcharge are appropriately reflected
in carriers' charges.

? This line item exposure of the charge on carrier-to-carrier bills will help the auditor ensure that
wholesale/retail service providers do not strategically price their services by recovering their support
obligations only from their wholesale customers. This is another form of price squeeze.



Carrier A Carrier B

Retail Revenue 2,000 2,000
Wholesale Revenue 1,000
Gross Revenue 3,000 2,000

Alternative 1: Surcharge on Retail Revenues

Total Retail Revenues = $4,000
Surcharge = $200 + $4,000 = 5%

Carrier A pays $100 for USF and collects $2100 from its retail customers.
Carrier B pays $100 for USF and collects $2100 from its retail customers.

Subsidy is competitively neutral because each carrier must markup the services that it sells in
competition with the other carrier (retail services) by an identical amount. Customers have
no reason to prefer buying from one carrier over the other.

Alternative 2(a): Surcharge on Carrier's Retail Revenues

Under the first option of Alternative 2 (namely, a surcharge applied to the carrier's retail
telecommunications revenues), the result would be identical to Alternative 1, except that end-
users would not "see" the surcharge as a line item on the bill.

Alternative 2(b): Surcharge on Gross Revenues Net of Payments to
Supplier Carriers

Gross Revenues = $5,000

Payments to Supplier Carriers = $ 1,000

Gross Revenues Net of Payments to Supplier Carriers = $4,000
- Surcharge = $200 + $4,000 = 5%

Carrier A pays $150 for USF and collects this by surcharging its sales to both end-users and
Carrier B by 5%. Thus, it collects $2100 from its retail customers and $1050 from Carrier B
(which passes on $50 of USF obligation to Carrier B).

Carrier B owes $50 directly for USF based on its $1000 of retail revenues less its payments to
Carrier A. But because it must pay Carrier A $1050 rather than $1000 for its inputs, it has
implicitly paid another $50 in USF support.

Thus, although this mechanism has Carrier A and B remitting different amounts to the USF
administrator, because Carrier A has transferred the burden of paying for the USF
assessment on its wholesale revenues to Carrier B, each carrier’s retail customers bear equal
3100 obligations to pay for USF support. Thus, the subsidy mechanism is competitively
neutral.



